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The Terms of Trade and Devaluation 

Consider the following argument: When we devalue, our terms of trade (price 
of exports P x divided by price of imports P m ) must deteriorate (fall) . This is because 
foreign prices of what we buy (import) go up since those goods' prices are based in 
foreign currency which has increased in value. Meanwhile our prices decrease because 
our prices are based on the dollar that has gone down in value. 

It sounds sensible but look back on Figures 3 and 4 of the previous section. 
Both export and import prices rise after devaluation. Hence, something is wrong with 
the previous assertion. If you play with the diagram, you should be able to produce 
cases in which the terms of trade rise, fall, or stay the same after devaluation. 
What is wrong with the assertion is that it "mixes apples and oranges," in this case 
foreign and domestic currencies. P x and P m must be translated into the same currency. 
In our currency P x and rise. Since they rise by less than the devaluation (see 
Figures 3 and 4 of the previous section) they both fall measured in the other currency. 

Ultimately, the question of the impact of devaluation (or revaluation) on the 
terms of trade is an empirical one, since any result is possible. We need to look 
at some empirical evidence on what "typically" happens in the immediate aftermath 
of a sudden devaluation. 

In the current international monetary system, currency values generally do not 
change abruptly. However, in the period from the end of World War Two to 1971, the 
world was on a system of fixed exchange rates. From time to time, currencies would 
be abruptly changed in value. We can take advantage of that period's characteristics 
to make bef ore-and-af ter comparisons of the effect of devaluations (or revaluations) 
on the terms of trade. 1 


1 We have to confine ourselves to short-run before-and-after comparisons because in the long run 
the terms of trade could shift for reasons other than devaluation. 
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In each of the cases below we have used "unit value" indexes for exports and 
imports to compute the terms of trade. We set the terms-of-trade index = to 100 in 
the base quarter immediately prior to the exchange-rate change. 


Case 1 . The devaluation 
to $2.40. 


UK terms of trade 


of rhe Bri ri sh pound of Nov. 18, 1967 from $2.80 per pound 


1967 

Third Quarter 
100 


1968 

First Quarter 
93 


Case II. The devaluation of the French franc of August 10, 1969 from 20. 3^ per franc 
to 18^ . 


French terms of trade 


1969 

Second Quarter 

Too 


1969 

Fourth Quarter 
94 


Case III. The revaluation of the West German mark of Oct. 26, 1969 from 25^ per mark 
to 2 7 . 3 C . 


German terms of trade 


1969 

Third Quarter 
100 


1970 

First Quarter 
106 


Case IV .<• iphe devaluation of the U.S. dollar beginning Aug. 15, 1971. (This event 
marked a major breakdown of the fixed-exchange rate system since the dollar was not 
supposed to be changed in value by unilateral action. A new value for the dollar was 
established in Dec. 1971 in an attempt to restore fixed exchange rates.) 

I 1971 I . 972’ 
Second Quarter First Quarter 


US terms of trade 


100 


97.5 


Jfp each case shown above,- ffie movement of a country's terms of trade was in 
fact correlated with devaluation or revaluation of the country's currency. 
Devaluation seemed to lead to deterioration (decline) in the terms of trade; 
revaluation, led to an improvement;^ 


2 This empirical tendency may cause governments to resist devaluation, since a fall in the terms of 
trade represents a decline in national welfare. 
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Suppose we wanted to redraw Figures 3 and 4 of pages 110.8 and 110.9 to produce 
this empirically-based result. If we made the supply curve of Figure 3 almost 
horizontal, the price of our imports would shift up "a lot," i.e., almost by the full 
amount of the devaluation. On the other hand, if we make the demand curve on Figure 
4 steep (inelastic) , the effect of the devaluation on our price of exports will be 
small. The combination of the two will produce the desired result. 

What is the meaning of an almost horizontal S curve III Figure 3? .iftf suggests 
that we are not very important in the price determination of our imports. We are 
"price takers" oh the import side. What is the meaning of a relatively steep D curve 
on Figure 4? It suggests we are important in the price determination of our export 
goods. We are "price makers" on the export side. 3 


3 The observation that countries are more likely in the real world to form cartels on the export side, 
rather than the import side, is evidence of this tendency. Countries are more specialized on the 
export side than on the import side so they have a better chance of affecting world prices of their 
exports than world prices of their imports. Some empirically-oriented economists might have a 
different interpretation. They might argue that real-world firms price on the basis of cost markups 
rather than the marginalist considerations of classical theory. A mark-up firm would not experience 
much cost shift if the country in which it operated experienced a currency appreciation (unless it 
used a lot of imports as inputs). So it would leave its price unchanged in home currency. Foreign 
mark-up firms would do the same in their currencies. So the terms of trade would improve. This 
approach assumes firms face downward sloping demand curves, i.e., they are not perfect 
competitors. 



